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100 percent of the volume measured at
the approved point of royalty settle-
ment. There can be no reduction in
that measured volume for actual losses
beyond the approved point of royalty
settlement or for theoretical losses
that are claimed to have taken place
either prior to or beyond the approved
point of royalty settlement. Royalties
are due on 100 percent of the value of
the oil as provided in this part. There
can be no deduction from the value of
the oil for royalty purposes to com-
pensate for actual losses beyond the
approved point of royalty settlement
or for theoretical losses that are
claimed to have taken place either
prior to or beyond the approved point
of royalty settlement.

§ 206.104 Transportation allowances—
general.

(a) Where the value of oil has been
determined pursuant to § 206.102 of this
subpart at a point (e.g., sales point or
point of value determination) off the
lease, MMS shall allow a deduction for
the reasonable, actual costs incurred
by the lessee to:

(1) Transport oil from an onshore
lease to the point off the lease; Pro-
vided, however, That for onshore leases,
no transportation allowance will be
granted for transporting oil taken as
Royalty-In-Kind (RIK); or

(2) Transport oil from an offshore
lease to the point off the lease; pro-
vided, however, that for oil taken as
RIK, a transportation allowance shall
be provided for the reasonable actual
costs incurred to transport that oil to
the delivery point specified in the con-
tract between the RIK oil purchaser
and the Federal Government.

(b)(1) Except as provided in para-
graph (b)(2) of this section, the trans-
portation allowance deduction on the
basis of a selling arrangement shall not
exceed 50 percent of the value of the oil
at the point of sale as determined pur-
suant to § 206.102 of this subpart. Trans-
portation costs cannot be transferred
between selling arrangements or to
other products.

(2) Upon request of a lessee, MMS
may approve a transportation allow-
ance deduction in excess of the limita-
tion prescribed by paragraph (b)(1) of
this section. The lessee must dem-

onstrate that the transportation costs
incurred in excess of the limitation
prescribed in paragraph (b)(1) of this
section were reasonable, actual, and
necessary. An application for exception
(using Form MMS–4393, Request to Ex-
ceed Regulatory Allowance Limita-
tion) shall contain all relevant and
supporting documentation necessary
for MMS to make a determination.
Under no circumstances shall the
value, for royalty purposes, under any
selling arrangement, be reduced to
zero.

(c) Transportation costs must be al-
located among all products produced
and transported as provided in § 206.105.
Transportation allowances for oil shall
be expressed as dollars per barrel.

(d) If, after a review and/or audit,
MMS determines that a lessee has im-
properly determined a transportation
allowance authorized by this subpart,
then the lessee shall pay any addi-
tional royalties, plus interest deter-
mined in accordance with 30 CFR
218.54, or shall be entitled to a credit,
without interest. If the lessee takes a
deduction for transportation on the
Form MMS–2014 by improperly netting
the allowance against the sales value
of the oil instead of reporting the al-
lowance as a separate line item, the
lessee may be assessed an amount
under § 206.105(d).

[53 FR 1218–1222, Jan. 15, 1988; 53 FR 24688,
June 30, 1988; 53 FR 45762, Nov. 14, 1988; 61 FR
5463, Feb. 12, 1996]

§ 206.105 Determination of transpor-
tation allowances.

(a) Arm’s-length transportation con-
tracts. (1)(i) For transportation costs
incurred by a lessee under an arm’s-
length contract, the transportation al-
lowance shall be the reasonable, actual
costs incurred by the lessee for trans-
porting oil under that contract, except
as provided in paragraphs (a)(1)(ii) and
(a)(1)(iii) of this section, subject to
monitoring, review, audit, and adjust-
ment. The lessee shall have the burden
of demonstrating that its contract is
arm’s-length. MMS’ prior approval is
not required before a lessee may deduct
costs incurred under an arm’s-length
contract. Such allowances shall be sub-
ject to the provisions of paragraph (f)
of this section. The lessee must claim a
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transportation allowance by reporting
it as a separate line entry on the Form
MMS–2014.

(ii) In conducting reviews and audits,
MMS will examine whether the con-
tract reflects more than the consider-
ation actually transferred either di-
rectly or indirectly from the lessee to
the transporter for the transportation.
If the contract reflects more than the
total consideration, then the MMS may
require that the transportation allow-
ance be determined in accordance with
paragraph (b) of this section.

(iii) If the MMS determines that the
consideration paid pursuant to an
arm’s-length transportation contract
does not reflect the reasonable value of
the transportation because of mis-
conduct by or between the contracting
parties, or because the lessee otherwise
has breached its duty to the lessor to
market the production for the mutual
benefit of the lessee and the lessor,
then MMS shall require that the trans-
portation allowance be determined in
accordance with paragraph (b) of this
section. When MMS determines that
the value of the transportation may be
unreasonable, MMS will notify the les-
see and give the lessee an opportunity
to provide written information justify-
ing the lessee’s transportation costs.

(2)(i) If an arm’s-length transpor-
tation contract includes more than one
liquid product, and the transportation
costs attributable to each product can-
not be determined from the contract,
then the total transportation costs
shall be allocated in a consistent and
equitable manner to each of the liquid
products transported in the same pro-
portion as the ratio of the volume of
each product (excluding waste products
which have no value) to the volume of
all liquid products (excluding waste
products which have no value). Except
as provided in this paragraph, no allow-
ance may be taken for the costs of
transporting lease production which is
not royalty-bearing without MMS ap-
proval.

(ii) Notwithstanding the require-
ments of paragraph (i), the lessee may
propose to MMS a cost allocation
method on the basis of the values of
the products transported. The MMS
shall approve the method unless it de-
termines that it is not consistent with

the purposes of the regulations in this
part.

(3) If an arm’s-length transportation
contract includes both gaseous and liq-
uid products, and the transportation
costs attributable to each product can-
not be determined from the contract,
the lessee shall propose an allocation
procedure to MMS. The lessee may use
the oil transportation allowance deter-
mined in accordance with its proposed
allocation procedure until MMS issues
its determination on the acceptability
of the cost allocation. The lessee shall
submit all available data to support its
proposal. The initial proposal must be
submitted within 3 months after the
last day of the month for which the les-
see requests a transportation allow-
ance. MMS shall then determine the oil
transportation allowance based upon
the lessee’s proposal and any addi-
tional information MMS deems nec-
essary.

(4) Where the lessee’s payments for
transportation under an arm’s-length
contract are not on a dollar-per-unit
basis, the lessee shall convert whatever
consideration is paid to a dollar value
equivalent for the purposes of this sec-
tion.

(5) Where an arm’s-length sales con-
tract price, or a posted price, includes
a provision whereby the listed price is
reduced by a transportation factor,
MMS will not consider the transpor-
tation factor to be a transportation al-
lowance. The transportation factor
may be used in determining the lessee’s
gross proceeds for the sale of the prod-
uct. The transportation factor may not
exceed 50 percent of the base price of
the product without MMS approval.

(b) Non-arm’s-length or no contract. (1)
If a lessee has a non-arm’s-length
transportation contract or has no con-
tract, including those situations where
the lessee performs transportation
services for itself, the transportation
allowance will be based upon the les-
see’s reasonable, actual costs as pro-
vided in this paragraph. All transpor-
tation allowances deducted under a
non-arms-length or no-contract situa-
tion are subject to monitoring, review,
audit, and adjustment to ensure that
they are reasonable and allowable. The
lessee must claim a transportation al-
lowance by reporting it as a separate
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line entry on the Form MMS–2014.
When necessary or appropriate, MMS
may direct a lessee to modify its esti-
mated or actual transportation allow-
ance deduction.

(2) The transportation allowance for
non-arms-length or no-contract situa-
tions shall be based upon the lessee’s
actual costs for transportation during
the reporting period, including operat-
ing and maintenance expenses, over-
head, and either depreciation and a re-
turn on undepreciated capital invest-
ment in accordance with paragraph
(b)(2)(iv)(A) of this section, or a cost
equal to the initial capital investment
in the transportation system multi-
plied by a rate of return in accordance
with paragraph (b)(2)(iv)(B) of this sec-
tion. Allowable capital costs are gen-
erally those for depreciable fixed assets
(including costs of delivery and instal-
lation of capital equipment) which are
an integral part of the transportation
system.

(i) Allowable operating expenses in-
clude: Operations supervision and engi-
neering; operations labor; fuel; utili-
ties; materials; ad valorem property
taxes; rent; supplies; and any other di-
rectly allocable and attributable oper-
ating expense which the lessee can doc-
ument.

(ii) Allowable maintenance expenses
include: Maintenance of the transpor-
tation system; maintenance of equip-
ment; maintenance labor; and other di-
rectly allocable and attributable main-
tenance expenses which the lessee can
document.

(iii) Overhead directly attributable
and allocable to the operation and
maintenance of the transportation sys-
tem is an allowable expense. State and
Federal income taxes and severance
taxes and other fees, including royal-
ties, are not allowable expenses.

(iv) A lessee may use either deprecia-
tion or a return on depreciable capital
investment. After a lessee has elected
to use either method for a transpor-
tation system, the lessee may not later
elect to change to the other alternative
without approval of the MMS.

(A) To compute depreciation, the les-
see may elect to use either a straight-
line depreciation method based on the
life of equipment or on the life of the
reserves which the transportation sys-

tem services or on a unit-of-production
method. After an election is made, the
lessee may not change methods with-
out MMS approval. A change in owner-
ship of a transportation system shall
not alter the depreciation schedule es-
tablished by the original transporter/
lessee for purposes of the allowance
calculation. With or without a change
in ownership, a transportation system
shall be depreciated only once. Equip-
ment shall not be depreciated below a
reasonable salvage value.

(B) The MMS shall allow as a cost an
amount equal to the initial capital in-
vestment in the transportation system
multiplied by the rate of return deter-
mined pursuant to paragraph (b)(2)(v)
of this section. No allowance shall be
provided for depreciation. This alter-
native shall apply only to transpor-
tation facilities first placed in service
after March 1, 1988.

(v) The rate of return must be the in-
dustrial rate associated with Standard
and Poor’s BBB rating. The rate of re-
turn must be the monthly average rate
as published in Standard and Poor’s
Bond Guide for the first month for
which the allowance is applicable. The
rate must be redetermined at the be-
ginning of each subsequent calendar
year.

(3)(i) The deduction for transpor-
tation costs shall be determined on the
basis of the lessee’s cost of transport-
ing each product through each individ-
ual transportation system. Where more
than one liquid product is transported,
allocation of costs to each of the liquid
products transported shall be in the
same proportion as the ratio of the vol-
ume of each liquid product (excluding
waste products which have no value) to
the volume of all liquid products (ex-
cluding waste products which have no
value) and such allocation shall be
made in a consistent and equitable
manner. Except as provided in this
paragraph, the lessee may not take an
allowance for transporting lease pro-
duction which is not royalty-bearing
without MMS approval.

(ii) Notwithstanding the require-
ments of paragraph (i), the lessee may
propose to the MMS a cost allocation
method on the basis of the values of
the products transported. The MMS
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shall approve the method unless it de-
termines that it is not consistent with
the purposes of the regulations in this
part.

(4) Where both gaseous and liquid
products are transported through the
same transportation system, the lessee
shall propose a cost allocation proce-
dure to MMS. The lessee may use the
oil transportation allowance deter-
mined in accordance with its proposed
allocation procedure until MMS issues
its determination on the acceptability
of the cost allocation. The lessee shall
submit all available data to support its
proposal. MMS shall then determine
the oil transportation allowance on the
basis of the lessee’s proposal and any
additional information MMS deems
necessary. The lessee must submit the
allocation proposal within 3 months of
claiming the allocated deduction on
the Form MMS–2014.

(5) A lessee may apply to the MMS
for an exception from the requirement
that it compute actual costs in accord-
ance with paragraphs (b)(1) through
(b)(4) of this section. The MMS will
grant the exception only if the lessee
has a tariff for the transportation sys-
tem approved by the Federal Energy
Regulatory Commission (FERC) (for
both Federal and Indian leases) or a
State regulatory agency (for Federal
leases). The MMS shall deny the excep-
tion request if it determines that the
tariff is excessive as compared to
arm’s-length transportation charges by
pipelines, owned by the lessee or oth-
ers, providing similar transportation
services in that area. If there are no
arm’s-length transportation charges,
MMS shall deny the exception request
if: (i) No FERC or State regulatory
agency cost analysis exists and the
FERC or State regulatory agency, as
applicable, has declined to investigate
pursuant to MMS timely objections
upon filing; and (ii) the tariff signifi-
cantly exceeds the lessee’s actual costs
for transportation as determined under
this section.

(c) Reporting requirements. (1) Arm’s-
length contracts. (i) The lessee must no-
tify MMS of an allowance based on in-
curred costs by using a separate line
entry on the Form MMS–2014.

(ii) The MMS may require that a les-
see submit arm’s-length transportation

contracts, production agreements, op-
erating agreements, and related docu-
ments. Documents shall be submitted
within a reasonable time, as deter-
mined by MMS.

(2) Non-arm’s-length or no contract. (i)
The lessee must notify MMS of an al-
lowance based on the incurred costs by
using a separate line entry on the
Form MMS–2014.

(ii) For new transportation facilities
or arrangements, the lessee’s initial de-
duction shall include estimates of the
allowable oil transportation costs for
the applicable period. Cost estimates
shall be based upon the most recently
available operations data for the trans-
portation system or, if such data are
not available, the lessee shall use esti-
mates based upon industry data for
similar transportation systems.

(iii) Upon request by MMS, the lessee
shall submit all data used to prepare
the allowance deduction. The data
shall be provided within a reasonable
period of time, as determined by MMS.

(iv) If the lessee is authorized to use
its FERC-approved or State regulatory
agency-approved tariff as its transpor-
tation cost in accordance with para-
graph (b)(5) of this section, it shall fol-
low the reporting requirements of para-
graph (c)(1) of this section.

(d) Interest and assessments. (1) If a
lessee nets a transportation allowance
against the royalty value on the Form
MMS–2014, the lessee shall be assessed
an amount of up to 10 percent of the al-
lowance netted not to exceed $250 per
lease selling arrangement per sales pe-
riod.

(2) If a lessee deducts a transpor-
tation allowance on its Form MMS–
2014 that exceeds 50 percent of the
value of the oil transported without ob-
taining prior approval of MMS under
206.104 of this subpart, the lessee shall
pay interest on the excess allowance
amount taken from the date such
amount is taken to the date the lessee
files an exception request with MMS.

(3) If a lessee erroneously reports a
transportation allowance which results
in an underpayment of royalties, inter-
est shall be paid on the amount of that
underpayment.

(4) Interest required to be paid by
this section shall be determined in ac-
cordance with 30 CFR 218.54.
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(e) Adjustments. (1) If the actual
transportation allowance is less than
the amount the lessee has taken on
Form MMS–2014 for each month during
the allowance reporting period, the les-
see shall pay additional royalties due
plus interest computed under 30 CFR
218.54 from the allowance reporting pe-
riod when the lessee took the deduc-
tion to the date the lessee repays the
difference to MMS. If the actual trans-
portation allowance is greater than the
amount the lessee has taken on Form
MMS–2014 for each month during the
allowance reporting period, the lessee
shall be entitled to a credit without in-
terest.

(2) For lessees transporting produc-
tion from onshore Federal leases, the
lessee must submit a corrected Form
MMS–2014 to reflect actual costs, to-
gether with any payment, in accord-
ance with instructions provided by
MMS.

(f) Actual or theoretical losses. Not-
withstanding any other provisions of
this subpart, for other than arm’s-
length contracts, no cost shall be al-
lowed for oil transportation which re-
sults from payments (either volumetric
or for value) for actual or theoretical
losses. This section does not apply
when the transportation allowance is
based upon a FERC or State regulatory
agency approved tariff.

(g) Other transportation cost determina-
tions. The provisions of this section
shall apply to determine transpor-
tation costs when establishing value
using a netback valuation procedure or
any other procedure that requires de-
duction of transportation costs.

[53 FR 1218–1222, Jan. 15, 1988, as amended at
53 FR 45762, Nov. 14, 1988; 61 FR 5463, Feb. 12,
1996]

§ 206.106 Operating allowances.

Notwithstanding any other provi-
sions in these regulations, an operating
allowance may be used for the purpose
of computing payment obligations
when specified in the notice of sale and
the lease. The allowance amount or
formula shall be specified in the notice
of sale and in the lease agreement.

[61 FR 3804, Feb. 2, 1996]

Subpart D—Federal Gas

SOURCE: 53 FR 1272, Jan. 15, 1988, unless
otherwise noted.

§ 206.150 Purpose and scope.

(a) This subpart is applicable to all
gas production from Federal oil and
gas leases. The purpose of this subpart
is to establish the value of production
for royalty purposes consistent with
the mineral leasing laws, other appli-
cable laws and lease terms.

(b) If the specific provisions of any
statute or settlement agreement be-
tween the United States and a lessee
resulting from administrative or judi-
cial litigation, or oil and gas lease sub-
ject to the requirements of this subpart
are inconsistent with any regulation in
this subpart, then the lease, statute, or
settlement agreement shall govern to
the extent of that inconsistency.

(c) All royalty payments made to
MMS are subject to audit and adjust-
ment.

(d) The regulations in this subpart
are intended to ensure that the admin-
istration of oil and gas leases is dis-
charged in accordance with the re-
quirements of the governing mineral
leasing laws and lease terms.

[61 FR 5464, Feb. 12, 1996]

§ 206.151 Definitions.

For purposes of this subpart:
Allowance means a deduction in de-

termining value for royalty purposes.
Processing allowance means an allow-
ance for the reasonable costs for proc-
essing gas determined under this sub-
part. Transportation allowance means
an allowance for the cost of moving
royalty bearing substances (identifi-
able, measurable oil and gas, including
gas that is not in need of initial separa-
tion) from the point at which it is first
identifiable and measurable to the
sales point or other point where value
is established under this subpart.

Area means a geographic region at
least as large as the defined limits of
an oil and/or gas field, in which oil and/
or gas lease products have similar qual-
ity, economic, and legal characteris-
tics.
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